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a taxpayer’s interest rate risk from a
floating rate borrowing may be reduced
by the purchase of debt instruments
that bear a comparable floating rate.
The acquisition of the debt instru-
ments, however, is not a hedging trans-
action because the transaction is not
entered into primarily to reduce the
taxpayer’s risk. Similarly, borrowings
generally are not made primarily to re-
duce risk.

(4) Normal course. Solely for purposes
of paragraph (b) of this section, if a
transaction is entered into in further-
ance of a taxpayer’s trade or business,
the transaction is entered into in the
normal course of the taxpayer’s trade
or business. This rule applies even if
the risk to be reduced relates to the ex-
pansion of an existing business or the
acquisition of a new trade or business.

(5) Ordinary property and obligations—
(i) In general. Except as provided in
paragraph (g)(3) of this section (which
contains transition rules), property is
ordinary property to a taxpayer only if
a sale or exchange of the property by
the taxpayer could not produce capital
gain or loss regardless of the tax-
payer’s holding period when the sale or
exchange occurs. Thus, for example,
property used in a trade or business
within the meaning of section 1231(b)
(determined without regard to the
holding period specified in that sec-
tion) is not ordinary property. An obli-
gation is an ordinary obligation if per-
formance or termination of the obliga-
tion by the taxpayer could not produce
capital gain or loss. For purposes of the
preceding sentence, termination has
the same meaning as in section 1234A.

(ii) Hedges of noninventory supplies.
Notwithstanding paragraph (c)(5)(i) of
this section, if a taxpayer sells only a
negligible amount of a noninventory
supply, then, only for purposes of de-
termining whether a transaction to
hedge the purchase of that noninven-
tory supply is a hedging transaction,
the supply is treated as ordinary prop-
erty. A noninventory supply is a supply
that a taxpayer purchases for consump-
tion in its trade or business and that is
not an asset described in sections
1221(1) through (5).

(6) Borrowings. Whether hedges of a
taxpayer’s debt issuances (borrowings)
are hedging transactions is determined

without regard to the use of the pro-
ceeds of the borrowing.

(7) Hedging an aggregate risk. The
term hedging transaction includes a
transaction that reduces an aggregate
risk of interest rate changes, price
changes, and/or currency fluctuations
only if all of the risk, or all but a de
minimis amount of the risk, is with re-
spect to ordinary property, ordinary
obligations, and borrowings.

(d) Hedging by members of a consoli-
dated group—(1) General rule: single-en-
tity approach. For purposes of this sec-
tion, the risk of one member of a con-
solidated group is treated as the risk of
the other members as if all of the
members of the group were divisions of
a single corporation. For example, if
any member of a consolidated group
hedges the risk of another member of
the group by entering into a trans-
action with a third party, that trans-
action may potentially qualify as a
hedging transaction. Conversely, inter-
company transactions are not hedging
transactions because, when considered
as transactions between divisions of a
single corporation, they do not reduce
the risk of that single corporation.

(2) Separate-entity election. In lieu of
the single-entity approach specified in
paragraph (d)(1) of this section, a con-
solidated group may elect separate-en-
tity treatment of its hedging trans-
actions. If a group makes this separate-
entity election, the following rules
apply.

(i) Risk of one member not risk of other
members. Notwithstanding paragraph
(d)(1) of this section, the risk of one
member is not treated as the risk of
other members.

(ii) Intercompany transactions. An
intercompany transaction is a hedging
transaction (an intercompany hedging
transaction) with respect to a member
of a consolidated group if and only if it
meets the following requirements—

(A) The position of the member in
the intercompany transaction would
qualify as a hedging transaction with
respect to the member (taking into ac-
count paragraph (d)(2)(i) of this sec-
tion) if the member had entered into
the transaction with an unrelated
party; and
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(B) The position of the other member
(the marking member) in the trans-
action is marked to market under the
marking member’s method of account-
ing.

(iii) Treatment of intercompany hedging
transactions. An intercompany hedging
transaction (that is, a transaction that
meets the requirements of paragraphs
(d)(2)(ii) (A) and (B) of this section) is
subject to the following rules—

(A) The character and timing rules of
§ 1.1502–13 do not apply to the income,
deduction, gain, or loss from the inter-
company hedging transaction; and

(B) Except as provided in paragraph
(f)(3) of this section, the character of
the marking member’s gain or loss
from the transaction is ordinary.

(iv) Making and revoking the election.
Unless the Commissioner otherwise
prescribes, the election described in
this paragraph (d)(2) must be made in a
separate statement saying ‘‘[Insert
Name and Employer Identification
Number of Common Parent] HEREBY
ELECTS THE APPLICATION OF SEC-
TION 1.1221–2(d)(2) (THE SEPARATE-
ENTITY APPROACH).’’ The statement
must also indicate the date as of which

the election is to be effective. The elec-
tion must be signed by the common
parent and filed with the group’s fed-
eral income tax return for the taxable
year that includes the first date for
which the election is to apply. The
election applies to all transactions en-
tered into on or after the date so indi-
cated. The election may be revoked
only with the consent of the Commis-
sioner.

(3) Definitions. For definitions of con-
solidated group, divisions of a single
corporation, group, intercompany
transactions, and member, see section
1502 and the regulations thereunder.

(4) Examples. The following examples
illustrate this paragraph (d):

General Facts. In these examples, O and H
are members of the same consolidated group.
O’s business operations give rise to interest
rate risk ‘‘A,’’ which O wishes to hedge. O
enters into an intercompany transaction
with H that transfers the risk to H. O’s posi-
tion in the intercompany transaction is ‘‘B,’’
and H’s position in the transaction is ‘‘C.’’ H
enters into position ‘‘D’’ with a third party
to reduce the interest rate risk it has with
respect to its position C. D would be a hedg-
ing transaction with respect to risk A if O’s
risk A were H’s risk.

Example 1. Single-entity treatment—(i) Gen-
eral rule. Under paragraph (d)(1) of this sec-
tion, O’s risk A is treated as H’s risk, and
therefore D is a hedging transaction with re-
spect to risk A. Thus, the character of D is
determined under the rules of this section,
and the income, deduction, gain, or loss from
D must be accounted for under a method of
accounting that satisfies § 1.446–4. The inter-
company transaction B–C is not a hedging
transaction and is taken into account under
§ 1.1502–13.

(ii) Identification. D must be identified as a
hedging transaction under paragraph (e)(1) of
this section, and A must be identified as the
hedged item under paragraph (e)(2) of this
section. Under paragraph (e)(5) of this sec-

tion, the identification of A as the hedged
item can be accomplished by identifying the
positions in the intercompany transaction as
hedges or hedged items, as appropriate.
Thus, substantially contemporaneous with
entering into D, H may identify C as the
hedged item and O may identify B as a hedge
and A as the hedged item.

Example 2. Separate-entity election;
counterparty that does not mark to market. In
addition to the General Facts stated above,
assume that the group makes a separate-en-
tity election under paragraph (d)(2) of this
section. If H does not mark C to market
under its method of accounting, then B is
not a hedging transaction, and the B–C inter-
company transaction is taken into account
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under the rules of section 1502. D is not a
hedging transaction with respect to A, but D
may be a hedging transaction with respect to
C if C is ordinary property or an ordinary ob-
ligation and if the other requirements of
paragraph (b) of this section are met. If D is
not part of a hedging transaction, then D
may be part of a straddle for purposes of sec-
tion 1092.

Example 3. Separate-entity election;
counterparty that marks to market. The facts
are the same as in Example 2 above, except
that H marks C to market under its method
of accounting. Also assume that B would be
a hedging transaction with respect to risk A
if O had entered into that transaction with
an unrelated party. Thus, for O, the B–C
transaction is an intercompany hedging
transaction with respect to O’s risk A, the
character and timing rules of § 1.1502–13 do
not apply to the B–C transaction, and H’s in-
come, deduction, gain, or loss from C is ordi-
nary. However, other attributes of the items
from the B–C transaction are determined
under § 1.1502–13. D is a hedging transaction
with respect to C if it meets the require-
ments of paragraph (b) of this section.

(e) Identification and recordkeeping—
(1) Same-day identification of hedging
transactions. A taxpayer that enters
into a hedging transaction (including
recycling an existing hedge) must iden-
tify it as a hedging transaction. This
identification must be made before the
close of the day on which the taxpayer
enters into the transaction.

(2) Substantially contemporaneous iden-
tification of hedged item—(i) Content of
the identification. A taxpayer that en-
ters into a hedging transaction must
identify the item, items, or aggregate
risk being hedged. Identification of an
item being hedged generally involves
identifying a transaction that creates
risk, and the type of risk that the
transaction creates. For example, if a
taxpayer is hedging the price risk with
respect to its June purchases of corn
inventory, the transaction being
hedged is the June purchase of corn
and the risk is price movements in the
market where the taxpayer buys its
corn. For additional rules concerning
the content of this identification, see
paragraph (e)(3) of this section.

(ii) Timing of the identification. The
identification required by this para-
graph (e)(2) must be made substantially
contemporaneously with entering into
the hedging transaction. An identifica-
tion is not substantially contempora-
neous if it is made more than 35 days

after entering into the hedging trans-
action.

(3) Identification requirements for cer-
tain hedging transactions. In the case of
the hedging transactions described in
this paragraph (e)(3), the identification
under paragraph (e)(2) of this section
must include the information specified.

(i) Anticipatory asset hedges. If the
hedging transaction relates to the an-
ticipated acquisition of assets by the
taxpayer, the identification must in-
clude the expected date or dates of ac-
quisition and the amounts expected to
be acquired.

(ii) Inventory hedges. If the hedging
transaction relates to the purchase or
sale of inventory by the taxpayer, the
identification is made by specifying
the type or class of inventory to which
the transaction relates. If the hedging
transaction relates to specific pur-
chases or sales, the identification must
also include the expected dates of the
purchases or sales and the amounts to
be purchased or sold.

(iii) Hedges of debt of the taxpayer—(A)
Existing debt. If the hedging transaction
relates to accruals or payments under
an issue of existing debt of the tax-
payer, the identification must specify
the issue and, if the hedge is for less
than the full adjusted issue price or the
full term of the debt, the amount and
the term covered by the hedge.

(B) Debt to be issued. If the hedging
transaction relates to the expected is-
suance of debt by the taxpayer or to
accruals or payments under debt that
is expected to be issued by the tax-
payer, the identification must specify
the following information: the ex-
pected date of issuance of the debt; the
expected maturity or maturities; the
total expected issue price of the issue;
and the expected interest provisions. If
the hedge is for less than the entire ex-
pected issue price of the debt or the
full expected term of the debt, the
identification must also include the
amount or the term being hedged. The
identification may indicate a range of
dates, terms, and amounts, rather than
specific dates, terms, or amounts. For
example, a taxpayer might identify a
transaction as hedging the yield on an
anticipated issuance of fixed rate debt
during the second half of its fiscal
year, with the anticipated amount of
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